Background: Growing use of hospital observation care continues unabated despite growing concerns from Medicare beneficiaries, patient advocacy groups, providers, and policy makers. Unlike inpatient stays, outpatient observation stays are subject to 20% coinsurance and do not count toward the 3-day stay required for Medicare coverage of skilled nursing facility (SNF) care. Despite the policy relevance, we know little about where patients originate or their discharge disposition following observation stays, making it difficult to understand the scope of unintended consequences for beneficiaries, particularly those needing postacute care in a SNF.
S everal studies have documented widespread use and an increasing trend of hospital observation services in recent years among Medicare beneficiaries. [1] [2] [3] Ongoing debates over the appropriateness of hospital observation care reveal unintended consequences of the Medicare policy for beneficiary out-of-pocket costs. 4, 5 Public attention to this issue has also intensified amidst a cascade of congressional hearings, 6 lawsuits, 7 public comments, 8 and recently proposed policy changes by the Centers for Medicare and Medicaid Services (CMS). 9 Observation services represent a "halfway point" between emergency department treatment and full inpatient admission. 10 The CMS defines observation services as a "set of specific, clinically appropriate services, which include ongoing short-term treatment, assessment, and reassessment that are furnished while a decision is being made regarding whether patients will require further treatment as hospital inpatients or if they are able to be discharged from the hospital." 11 In many cases, patients can be diagnosed and treated under observation, then safely discharged, avoiding an unwanted, unnecessary, and costly hospital inpatient stay. Thus, observation services-if appropriately determined and rendered-serve an essential clinical function with obvious benefits for patients while lowering Medicare costs. 12, 13 However, observation services can also have significant unintended consequences for Medicare beneficiaries. Time in the hospital under observation is billed as an outpatient rather than inpatient service. Thus, beneficiaries can face high out-ofpocket costs from day 1 due to Medicare's 20% outpatient coinsurance. In contrast, inpatient admissions are not subject to any copayments beyond a $1216 deductible until day 61. Furthermore, days in observation care are not counted toward the 3-day inpatient stay requirement that qualifies a beneficiary for Medicare's Extended Care Benefit, which covers subsequent skilled nursing facility (SNF) care. 14 In many cases, patients may not understand the subtle difference between inpatient and observation status and are unaware that they do not qualify for SNF benefits. In these situations, beneficiaries who were not receiving care in a SNF before being placed in observation status either forego recommended SNF care postdischarge or pay for it out-of-pocket. [15] [16] [17] Despite these lingering concerns, little is known about the origin and disposition of observation stays. Consequently, it is difficult to assess the scope of the potential impact of observation services on beneficiaries who may require postacute SNF care. Thus, the objective of this descriptive analysis was to determine the location of beneficiaries both immediately before and immediately after an observation stay.
METHODS

Data Sources
We used 100% Medicare outpatient claims data (for institutional providers) to identify hospital observation stays among beneficiaries in 2009. From the 100% Medicare enrollment data for the same period, we obtained information about each beneficiary's date of birth, sex, race and ethnicity, program eligibility (Parts A and B, and periods of enrollment in managed care), vital status (date of death), and place of residence (state, county, and ZIP code). All Medicare enrollment records and claims contain unique identifiers for each beneficiary, which permits a "crosswalk" between the datasets.
Further, we linked all available Medicare claims information (hospital inpatient and outpatient, SNF, home health, and hospice) and the nursing home resident assessment Minimum Data Set (MDS) to create a residential history file for all beneficiaries who experienced an observation stay in 2009. This file allows the tracking of individuals as they transition through various settings in the acute and postacute care systems. 18 
Study Population
Our study population included all fee-for-service Medicare beneficiaries who were 65 years or older in calendar year 2009, as identified from the enrollment file. We excluded beneficiaries who were younger than 65 years, because they have different characteristics and care needs than the rest of the Medicare population, 19, 20 and those who were enrolled in Medicare-managed care programs during any month of the year, for whom no claims data are available. Over 30 million beneficiaries (or approximately 60% of all individuals registered in the 2009 Medicare enrollment file) met all inclusion criteria for this analysis.
Identification of Hospital Observation Stays
We followed official coding instructions in the Medicare Policy and Claims Processing Manual to identify observation stays. These depend on both revenue center codes and the Healthcare Common Procedure Coding System classification. 11 Pertaining to the time period of our study, an observation stay was identified when a revenue code of "general classification category" (code 0760) or "observation room" (code 0762) appeared in conjunction with a procedure code of "hospital observation service, per hour" (code G0378) or "direct admission of patient for hospital observation care" (code G0379) in a beneficiary's outpatient claim. Where an observation stay was identified, we also counted the total hours for which observation services were provided, as reported in the "service units" field of the claim. 1 
Analytic Approach
For each observation stay identified during the study period, we determined both its origin (where the patient was immediately before the observation stay began) and dis-position (where the patient was "discharged" immediately after the observation stay ended). We did this using the Residential History File, which concatenates Medicare claim dates of service and MDS assessment dates to determine where patients are each day. 18 To describe the relationship between observation stays and beneficiaries' subsequent access to SNF care, we tabulated the frequency distribution of disposition of observation stays by origin, and further stratified the analysis by duration (hours) of the observation stay, grouped in 4 categories: within 24 h; between 24 and 48 h; between 48 and 72 h; and Z72 h). All results reported below are based on 2009 data aggregated to the national level. Although we conducted analyses over a wider 2007-2009 time period, the results were remarkably similar, so we elected to present only the most recent 2009 data here. Figure 1 shows the overall distribution of the origin of hospital observation stays. The vast majority (92.4%) of hospital observation stays originated from the community, with 84.1% from community without home health care and 8.3% from community with home health care, in 2009. A relatively small proportion of observation stays (5.1%) came from nursing homes: 21,315 (or 2.1%) from SNF stays (as identified by a SNF claim), and 30,613 (or 3.0%) from nursing facilities (without a SNF claim). Figure 2 shows the overall distribution of the disposition of hospital observation stays. Consistent with the pattern of their origins, the vast majority (90.1%) of hospital observation stays were discharged to the community (79.7% without home health and 10.4% with home health); 29,324 (or 2.9%) observation stays were discharged to SNFs (with a SNF claim), and 33,061 (3.3%) discharged to nursing facilities (without a SNF claim). Relatively few observation stays were followed immediately by an inpatient admission (2.8%).
RESULTS
Among the observation stays discharged to SNFs (with a SNF claim), 62% originated from a SNF stay (with a SNF claim), 8% originated from a nursing facility, and about 4% originated from an inpatient stay (the distribution of should be little concern about their access to Medicare-covered SNF care. However, for beneficiaries who were discharged to a SNF (with a SNF claim) following an observation stay that originated from the community (with or without home health care) or from the emergency room, it is likely that they would incur some out-of-pocket expenses for the SNF care received because the time they spent in observation would not count toward the 3-day inpatient stay requirement by Medicare for full coverage of subsequent SNF care. In 2009, this figure is roughly 26% of the 29,324 observation stays discharged to SNF, meaning that just 7537 (or 0.75%) of >1 million total observation stays are at risk for high out-of-pocket expenses related to postobservation SNF care. Stratified cross-tabulation results of observation stay disposition by origin, for beneficiaries who were held for <24 hours, between 24 and 48 hours, between 48 and 72 hours, and Z72 hours are presented in Supplemental Tables 2-5 (Supplemental Digital Content 2, http://links.lww.com/MLR/ A759). Beneficiaries with a longer observation stay were actually more likely to be discharged to a SNF than those with a shorter observation stay (see Fig. 3 and Supplemental  Tables 2-5 , Supplemental Digital Content 2, http://links. lww.com/MLR/A759; column total under "SNF" as disposition). Patients with longer observation stays were also more likely to be discharged to nursing facilities (without SNF care) or to the community with home health care.
DISCUSSION
Although our current analysis is descriptive in nature, the results are informative as they document the scope of the potential financial risk faced by Medicare beneficiaries receiving SNF care following a hospital observation stay. In particular, we find that the overwhelming majority of observation stays originated from, and were subsequently discharged back to, the community. A relatively small proportion of observation stays originated from a Medicare-covered SNF (2%) or a nursing facility without SNF coverage (3%). Presumably, the impact of observation stays on these beneficiaries, in terms of care access and financial burden, would be minimal because they were either already receiving Medicare-covered SNF care or covered by Medicaid.
Two groups of Medicare beneficiaries are at the highest potential risk for being denied Medicare-covered SNF care and facing significant out-of-pocket costs. First, the 3.3% of beneficiaries with an observation stay discharged to a nursing home without a SNF claim would likely be subject to high outof-pocket costs because they would be responsible for paying for their care privately, unless they had Medicaid or other supplemental coverage. In addition, a subset of the 2.9% of beneficiaries with an observation stay discharged to a SNF with a SNF claim-particularly those whose observation stay derived from the community or the ER-would also be at risk for being denied Medicaid-covered SNF care. In the aggregate, the number of these high-risk beneficiaries is not that large, yet for individuals and their families adversely affected by observation stays the potential financial burden and emotional stress could be substantial. Thus, the impact of denied SNF coverage on total Medicare spending would be small even if Medicare covered those SNF stays irrespective of the preceding observation care episode in the hospital. However, any changes to Medicare payment policy have the potential to dramatically alter practice patterns. For example, eliminating the 3-day inpatient stay rule would likely lead to an increase in discharges from observation to SNF. These results also suggest that the unintended consequences associated with observation services are likely to accrue disproportionately in the form of high out-of-pocket costs resulting from Medicare's outpatient coinsurance requirement, which kicks in from day 1 of an observation stay rather than limitations on Medicare coverage of postacute SNF care. As recent reports from the Office of the Inspector General 2 and the Medicare Payment Advisory Commission 21 suggest that observation use has continued to increase, even more individual patients and families are likely to have experienced these complications. It is likely that those with Medigap supplemental coverage or those dually eligible for Medicare and Medicaid may be better insulated from the outpatient coinsurance associated with observation stays.
For the vast majority of observation patients who came from the community and were discharged to settings other than a SNF, we are unable to determine how many of them would have needed and received SNF care had their observation stay been treated as inpatient rather than outpatient. It is reasonable to suppose that, given the expectation of no SNF coverage, beneficiaries discharged from observation stays would be more likely to forego SNF care, rather than pay such a large sum out-of-pocket. However, a recent report from the US Department of Health and Human Services Office of the Inspector General indicates that Medicare improperly paid for 91.7% of the 25,245 Medicare beneficiaries who received SNF care following an observation stay in 2012, whereas the remaining 8.3% paid an average of $10,503 per person out-of-pocket. 2 This finding suggests that CMS may not rigorously enforce the 3-day inpatient stay requirement for Medicare's Extended Care benefit. It also suggests that most observational discharges who forego SNF care due to fear of high out-of-pocket costs may have had their care paid for. Because we do not know the preferences and needs of observation stay patients discharged back into the community, we cannot speculate as to how many additional beneficiaries would utilize SNF care were the 3-day inpatient stay requirement formerly waived.
Our results also indicate that care transitions for beneficiaries with longer observation stays are different from those with shorter observation stays. Beneficiaries with longer observation stays were more likely to be discharged to a nursing facility or to the community with home health care. A similar association was observed between the duration and origin of observation stays. It is plausible that beneficiaries with a prolonged observation stay in the hospital (especially those patients staying Z3 nights without knowing their outpatient status) were more likely to believe that they would qualify for Medicare-covered SNF care. This suggests that higher acuity patients are disproportionately affected by adverse consequences of the fragmented payment mechanisms for outpatient services and SNF care, and their experiences should be scrutinized further in additional research.
The current analysis is purely descriptive and narrowly focused on pathways of care. Although we characterized both the origin and disposition of observation stays, we were unable to fully assess the impact of observation stays on beneficiaries' access to SNF care or their out-of-pocket expenses for services received but not covered by Medicare as the claims data do not report out-of-pocket expenditures. Nor can we know for sure whether patients were admitted to SNF but did not generate a Medicare claim or even an MDS record, because they would have left very quickly after learning they were paying privately for care.
It should also be noted that the disposition status of observation stays reported here refers to the patient's location immediately after observation, that is, where the patient was the day right after the observation stay ended. Future analysis should consider extending the follow-up window after the observation stay discharge date (eg, within 30 d) and examining subsequent patient outcomes such as functional status, hospital admission, and mortality. Future research might also model the observational discharges using multinomial logistic regression, which would be able to control for a wide variety of hospital and patient characteristics, including specific diagnoses.
Finally, while we report on 2009 data, the health care landscape has changed dramatically since then with the implementation of the Affordable Care Act. Hospitals are now being penalized for excessively high readmission rates and are being incentivized to shift toward value-based payment and accountable care organizations, both of which could potentially motivate a further increase in hospitals' use of observation services in lieu of short-stay admissions. To address these concerns, and the risks to Medicare beneficiaries we describe here, CMS has issued a propose rule making any hospitalization lasting <2 midnights an observation stay and any hospitalization lasting beyond 2 midnights an inpatient admission. It is unclear whether this is the best approach to reducing the unintended consequences of Medicare payment policy for observation services and SNF care. Accordingly, it is important for future research efforts to gauge the full impact of observation stays on Medicare beneficiaries' access to acute and postacute care as well as its financial implications, to ensure that beneficiaries receive the care they need and are not subjected to unnecessary financial risk because of a hospital administrative billing decision.
